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EFFICIENT TELECOM PRICING'

Who Stands to
Benefit?

zero calls. The resulting cross
subsidy was mandated in a near
monopoly environment to keep
local rates as inexpensive as possi
ble, thereby encouraging universal
telephone service. In other words,
consumers, regardless of need, pay
artificially low local rates at the
expense of, among other things,
artificially high interstate toll rates.

Economic estimates indicate that
the price of basic local service
exerts little influence over the cus
tomer's decision to buy or retain
the service (The price elasticity of
demand for local service is ex
tremely low). At the same time,
however, the unit price of inter
state long-distance greatly influ
ences the demand. Consequently,
the toll-to-local subsidy begets
losses in efficiency in the billions
of dollars l . Existing subsidies"also
create a pattern of subsidization
that does not consistently promote
universal service or equitable pric
ing."2 The web of interservice sub
sidies was once sustainable. Today,
however, to no one's surprise, the
subsidy-laden margins in LEe
prices for local access (together
with advancements in technology
and regulatory sanctions) have
attracted significant competition,
threatening the source of the uni
versal service subsidy.

the goal of ubiquitous, reasonably
priced telephone service. How
ever, universal telephone service
can now be achieved without
mandated indiscriminate
subsidies.

fte Iccas CIa.,.. .....Idy
Telecommunications pricing

relies intentionally on extensive
interservice support to maintain a
local exchange network available
universally at reasonable rates. But
the effort is inefficient.

For example, the pricing system
recovers a majority of costs not
from users who seek access to the
telephone network, but from
interexchange carriers (IXCs). The
IXCs pay access charges to local
exchange telephone carriers
(LECs) for the use of the local net
work; these costs then fall ulti
mately upon long-distance callers.
However, the LEC incurs the same
cost to provide customer access to
the telephone network whether
the customer places a thousand or

ACCESS CHARGES.

END INDISCRIMINATE SUPPORT THROUGH

NEW LAWS MAY LIFT MARKET BARRIERS, BUT CONSUMERS WILL

CONTINUE TO LOSE OUT UNTIL REGULATORS

[J. Hausman. ! 1lIrdiff. A. Belinfante. "The Effects of the Brealwp of AT&T on Telephone Penetration in
the United States: 83 Ameriam Eamomic ReWw 178 (1993), p. 183.

ZOo Kaserman and J. Mayo, "Cross Subsidies in leIecommunications: Roadblocks on the Road to More
Intelligent Telephone Pricing," 11 Yak Jounull on ReguiJJtitm 119 (1994), p. 143.

nomists often seem enam
of economic efficiency,

noring its merits while
___• J --g the lost benefits of ineffi
cient outcomes. But really ...
what's the harm in a little ineffi
ciency? Well, the harm may be
more real than we recognize. Take,
for example, the notably inefficient
pricing structure for access to the
local telephone network The price
of basic local telephone service is
kept artificially low, supported by
a complex web of mandated subsi
dies, including: 1) revenues from
artificially inflated long-distance
prices, 2) allocations between
classes of customers (e.g., from
business to residential), and 3) geo
graphic rate averaging (e.g., high
density urban areas to low-density
rural). This pricing system arose
before competition-to accomplish
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The FCC started ftxing access charges in the mid
19805 but stopped in 1989, when Congress feared a
residential exodus.

In the mid-1980s, to correct some
of the inefficiency in customer
access pricing, the Federal Com
munications Commission (Fcq
implemented and gradually in
creased the federal subscriber line
charge (SLq, a flat-rate monthly
federal charge collected from all
end users. The SLC recovers a
portion of the interstate nontraffic
sensitive costs of accessing the
telephone network (i.e., cost of
loop facilities from the LEe's wire
center to the customer premises).
Thus, the SLC shifts recovery for
customer access from the IXCs to
the end user. Phase-in of the fed
eral SLC directly reduced LEC
interstate access charges, specifi
cally the carrier common-line
charge.

At the time, concern developed
that the SLC would cause residen
tial customers to disconnect their
phone service altogethez: Despite
strong evidence to the contrary,
congressional anxiety mounted to
the point that the FCC halted its
SLC implementation plan, cap
ping the monthly charge at $3.50
for residential and single-line busi
ness customers, and at $6 for
multi-line business customers.

Fears of a network exodus
proved unfounded. In fact, tele
phone subscribership actually rose
from 91.6 to 93.1 percent between
1984 (when the SLC began) to
1989 (when it was capped). This
outcome corroborates econometric
estimates indicating that the price
elasticity of demand for local serv
ice is extremely smalL The FCC's
assessment of the SLC on end
users aligned a portion of
customer-access costs with those
demanding service, while bring
ing no harm to telephone penetra
tion levels.

........ial latentate Cnts
To set the stage for efficient com

petition. a prudent path would
complete the process of fully

recovering the interstate portion
of traffic-insensitive loop costs
via the SLC, and recover fixed
interstate switching costs in a simi
lar manner. Full recovery of the
interstate portion of nonusage
sensitive loop costs would require
a average monthly SLC of approx
imately $5.85 per line (based on

Southwestern Bell's 1994 loop
costs, which closely reflect the
average for the Bell companies).
The increase (up $2.35 from the
current charge of $3.50) could be
phased-in over, say, three years to
ease the transition. With the multi
line SLC already capped at $6.00,
no increase is needed to fully
recover fixed loop costs for multi
line business customers.

In addition to costs associated
with the local loop, a portion of
the central office switch must be
dedicated exclusively to each and
every telephone line. The cost of
this switch connection does not
vary with usage and is recovered
most efficiently on a flat-rate basis
from purchasers of local telephone
service. Southwestern Bell esti
mates this interstate "switching
port charge" at $0.25 per line per
month, based on Southwestern
Bell's embedded switching
network.

The recommended switching
port charge and SLC increase
would go a long way toward
reducing the interstate portion of
the indiscriminate subsidy to basic
local service. Recovering the entire
interstate portion of the cost of
customer access through federal
end-user charges makes possible
dollar-for-dollar reductions in LEC
interstate access charges billed to
IXCs. Since LEC access charges

account for nearly half of the cost
incurred by IXCs to provide long
distance service, this roll-back
would allow significant cuts in
long-distance prices. Such reduc
tions, should they occur, would
offer consumer gains and actually
enhance telephone
subscribership.3

How much would consumers
gain by paying directly for local
network access? In economics, this
gain is known as consumer sur
plus, or the difference between
the amount consumers would be

The Role of Targeted
Assistance

For prices to remain efficient, they
must cover marginal cost To ease the
transition to competition, it makes
sense to address concern over
affordability by targeting financial
assistance to those subscribers least
able to pay market prices.

Enhancing programs such as Ufe
line and UnkUp can supplement the
unraveUing of indiscriminate subsidies
by waiving the subscriber line charge
(SLC) or offering local rate discounts
to lower-income customers. Redirect
ing the gains from efficient pricing
could also increase subscriber pene
tration rates.

For example. efigibility for Liteline
could be expanded to include all
households falfing below the federal
poverty level-a $15,150 annual
income for a family of four. From the
eligible household universe, I assume
that 70 percent of non-lifeJine house
holds currently with telephone service
would switch to lower-priced lifeline
service, and 50 percent of eligible
households currently without tele
phone service would subscribe. Given
these assumptions, I estimate Ufeline
enhancement would cost $50 million
per month.
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annually, with net surplus gain
per subscriber averaging around
$3.90 per month. The average resi
dential subscriber would realize a
net toll-bill reduction of about
$3.50 per month (Area A).

Admittedly, not every customer
benefits from the move toward
pricing efficiency. Consumers
would benefit only if they gain
more from a lower interstate long
distance rate than they pay for the
switching-port charge and the
higher SLC. The more interstate
long distance a customer uses, the
greater the consumer surplus.
Though the data used in this
study are too aggregated to permit
distributional analysis, telephone
spending patterns indicate that
net"gainers" represent a healthy
portion of all customers.

A previous study that examined
actual customer bill data indicated
that about 45 percent of South
western Bell's residential cus
tomers experienced a net bill
reduction under the current SLC
program; most of those who did
not saw only minor increases.s

Interstate long-distance usage in
creased substantially in response

to significant long-distance price
cuts-from 11 to 13 percent annu
ally-when the FCC phased-in
the SLC during the mid-1980s.
With even wider use of long
distance services expected
through the end of this decade, a
greater portion of customers
should derive increased value
from more efficient pricing. More
over, telecommunications demand
studies emphasize that properly
structured lower-priced altema
tives-e.g., lifeline service, local
measured serviCe-<:aIl mitigate
the threat of higher local-service
rates.6

Universal service is best preserved through price
rebalancing that focuses assistance on lower-income
subscribers.

experience through the higher
SLC and switching-port charges.
The difference represents the net
gain in consumer surplus flowing
from the interaction of lower
interstate toll prices made possible
by the switching-port charge and
increased SLC.

fte Larger l.pllat.D.s
This example suggests a total

nationwide net gain in consumer
surplus of about $625 million each
month-over $7.5 billion annually.
The net monthly gain in consumer

•Assumes interstate toll price elasticity of
demand (8) equals -72. (A 1D-percent price cut
boosts toll usage by 7.2 percent) This assumption
falls within the estimated range of (-.50 to -1.25)
toll price elasticities.~

••Assumes that access<harge reductions are
fully and unifonnly passed through to basic resi·
dential interstate long-distance price (estimated
at 16 cents per minute). To the extent that !XCs
do not reduce their basic residential rate. con
sumer surplus would shrink.

surplus comes to about $4.20 for
the average residence and busi
ness subscriber, after subtracting
the $2.60 monthly end-user in
crease (a $2.35 SLC increase and
$0.25 switching-port charge).

About $570 million of this surplus,
$3.80 per subscriber, is enjoyed as
toll-bill savings (Area A); the re
mainder reflects increased value
from the purchase of additional,
lower-priced interstate toll
(Area B).

Overall consumer gains remain
impressive when interstate price
rebalancing is supplemented by
expanded assistance (see sidebar on
page 27) for lower-income sub
scribers: about $580 million each
month, or nearly $7 billion

InlIl'slJIItTOlI
lJemanll

."nlBl1lIIIt

T::r- __~
.w.AP_r--- = APfl"

I I

willing to pay overall for a given
quantity of service and the
amount that consumers actually
do pay. The objective is to isolate
the net gain in consumer surplus
resulting exclusively from lower
interstate long-distance prices
brought about by lower interstate
access prices (assumed to be fully
passed through to consumers).
The figure below displays the con
sumer surplus and shows clearly
that consumers in the aggregate
can benefit from lower access and
long-distance rates.

Area A represents the bill savings
enjoyed by consumers who pur
chase an unchanged amount of
interstate toll at a lower price per
unit. But because these consumers
will find interstate long-distance
service a better value at the lower
unit price, they will buy more
long-distance minutes, reflecting a
response in demand (8). Area B
mathematically captures the net
gain in value a consumer derives
from the additional toll purchase,
despite the increase to his or her
aggregate toll bill The total gain in
consumer surplus equals the net
bill reduction from a static amount
of interstate toll purchased at the
lower unit price (Area A) plus the
increased value from greater toll
use prompted exclusively by the
reduced unit price (Area B). From
the estimated gain in consumer
surplus, I subtract the price
increase consumers would
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Debate persists over whether
LEC access reductions are com
pletely passed through to lower
interstate long-distance rates. But
it remains uncontested that access
subsidy reductions not passed
through to lower long-distance
prices diminish consumer welfare.
There is no societal advantage to
access-subsidy reductions that
simply amount to a wealth trans
fer from local telephone customers
to IXCs. If market forces in the
long-distance industry do not dic
tate that significant input-cost

reductions result in output price
reductions, then measures to
impose the discipline of competi
tion must be taken: 1) Preferably,
allow more formidable competi
tors (e.g., the regional Bell operat
ing companies) to compete freely
in interLATA long distance; or
2) mandate flow through to lower
the basic residential long-distance
rate via regulation.

If the current system of indis
criminate subsidies is left in place,
economically efficient competition
in telecommunications will never
fully develop.....

Thorruzs Makarewicz is area manager
of access planningfor Southwestern
Bell Telephone in St. Louis, Mo. The
author gratefully acknowledges the
collaboration and expertise of Terry
Schroepfer in developing the results
used in this article, as well as the con
structive camments provided by Dar
ryl Howard, Steve Parsons, and
Margret Starlcey. This article does not
necessarily represent the opinions,
policies, or business plans of SBC
Communications Inc. or any of its
subsidiaries.
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